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Sarbanes-Oxley Opens Doors
Sarbanes-Oxley, customers, clients, professional serv
hen legislators passed the Sarbanesices providers, and business partners of privately held
Oxley Act of 2002, they claimed its
companies want to avoid the spotlight of scandal.
purpose was to refocus public
In addition, many private company directors
company management on share
have
holder interests. Whether this objective hasbeen
beenalerted to the implications of the recent
decision
in Pereira v. Cogan, et al. (No. 00 Civ. 619
realized continues to be debated. More certain is the
RWS
SDNY,
May 27, 2003; U.S. Dist. LEXIS 7818).
far-reaching impact that the Act and subsequent
Judge
Robert
W. Street’s ruling in this case may
regulations have had on the accounting profession.
significantly
expand
the responsibilities and liabilities
As was intended by the legislation, some doors
of
private
companies.
Sweet ruled that directors at
have been closed for auditors of public companies.
bankrupt
Trace
International
Holdings Inc. failed in
At the same time, however, doors have opened as
their
responsibilities
by
allowing
Marshall Cogan,
opportunities arise for CPAs to provide services
Trace
’
s
chairman
and
controlling
shareholder, to
needed by both public and private companies. And
drain
company
funds
by
drawing
excessive
compen
given their familiarity with the issues that have
sation,
loans,
and
dividends.
surfaced for companies, both public and private,
Many law firms alerted clients to this decision.
CPAs are best suited to provide the needed services.
For
example, Fried Frank Harris Shriver & Jacobsen
As Joseph Wolfe pointed out in the AON Risk
(New
York, Washington DC, Los Angeles) warned
Management Review supplement to the September
that
Pereira
v. Cogan “serves as a timely reminder
2003 Practicing CPA, public companies must now
that
directors
of private corporations must adhere to
engage firms other than their outside auditors to
the
same
standards
of due care and loyalty as
provide certain services. The services include finan
directors of public corporations and that the actions
cial information systems design and implementation,
(or inactions) of a private corporation director, may
appraisal or valuation services, internal audit
be subject to the same scrutiny accorded those of a
services, and human resource services.
public corporation, particularly when the private
Wolfe also cited the “cascading effect” resulting in
corporation is operating in the ‘zone of insolvency.’”
new state and federal laws and regulations, such as

W

the revisions to Government Auditing Standards on
independence. Although these new restrictions
impose additional duties on CPAs and, in some
cases, limit their ability to provide certain services to
clients, they have also created new professional
service opportunities.
Other restrictions—and opportunities—seem to
be coming from a “tone” having been set by the
regulations. Although private companies are not
governed by Sarbanes-Oxley, their directors are
feeling the Act’s “good-governance influence,” says
Alan Tompkins who has served on private company
boards. Furthermore, aware of the standard set by

What's keeping senior managers awake at night

For both public and private firms, the foremost chal
lenge may well be to ensure that chief executives
and financial officers avoid the risks associated with
Section 302 of Sarbanes-Oxley, which mandates that
they certify their companies’ financial statements,
and with Section 404, which requires management
to report on the effectiveness of their internal finan
cial controls and outside auditors to attest to the
management reports. CPA firms are helping with the
internal controls assessments that other companies’
auditors are prohibited from assisting in.

Along with seeking assistance in assessing or in
strengthening internal controls, public companies are
seeking outside assistance with internal auditing and in
helping management and the audit committee to
understand how financial managers assess and handle the
risks facing the company. Boards of directors, audit
committees, senior managers, and corporate counsel need
to gain an awareness of potential wrongdoings that put
the company in the scandal spotlight.
Much of the assistance related to tightening internal
controls and reporting will involve enhancing information
technology systems. This need is fueled further by section
409 of Sarbanes-Oxley, which requires companies to
report material changes in their financial conditions “on a
rapid and current basis.”
The opportunity to consult on upgrading control
management systems is very attractive to IT consultants. IT
industry analysts compare the Sarbanes-Oxley impetus to
upgrade systems to the Y2K impetus to avoid system
disasters. As long as companies had to secure their
systems because of Y2K threats, many decided also to
upgrade systems companywide. So engagements related
to Sarbanes-Oxley compliance may expand to additional
company needs.

wrongdoing. Instead they say that the vast majority of
employee contacts involve personal complaints about
such matters as performance reviews or the food in the
company cafeteria.
A variety of opportunities are arising out of SarbanesOxley. With careful planning and effective execution of
strategies, CPA firms can accomplish the significant shifts
in services emphasis or organizational structure that will
give them the benefits of pursuing opportunities.

Resources for Responding
to the Sarbanes-Oxley Act
Sarbanes-Oxley Act/PCAOB Implementation Central
Access

click on "PCPS Resource Center"

on the upper right-hand side. After reviewing the various
resources there, go to "AICPA.org Resource Center," for
more resources. Just a few clicks bring you to such

resources as a draft letter that you can use to reassure

clients, along with background documents, guidance and
tools for implementing Sarbanes-Oxley, including guid

ance on "Key Internal Control Issues for Management,"

and releases issued by the PCAOB and the SEC.

Financial Reporting Fraud:A Practical Guide
to Detection and Internal Control by Charles R.

The role of forensic accounting

Forensic accounting skills will, of course, be useful to
practitioners assisting in tightening internal controls and
educating those responsible for their oversight. As audit
committees, chief executives, financial managers, and
corporate counsel learn more about potential risks, the
demand for investigative services to detect and document
fraud and accounting malpractice could well increase.

Lundelius, Jr., CPA/ABV, New York: AICPA, 2003.
Lundelius's highly readable book is comprehensive in
the subjects it covers, but is nevertheless practical and
specific in the illustrations and examples used to explain

fraud concepts. Lundelius believes that "many of the

reporting standards and internal controls now being
imposed or recommended for public companies will

soon find their way to private companies as well."
Consequently, he goes on to explain the special issues

Whistle blowing

The Sarbanes-Oxley Act requires public companies to pro
vide a confidential system for employees to report malfea
sance. Such reporting systems range from providing a
telephone hot line to establishing the position of ombuds
man. Many companies have long had them in place. Large
companies have established these systems as part of a com
panywide fraud prevention and detection system, which
includes training employees in ethical conduct and publish
ing a code of ethics. Their incentive to do so was the sys
tem’s ameliorating effect on Federal Sentencing Guidelines.
Some companies question the effectiveness of whistle
blowing systems in discovering and addressing serious

affecting closely held companies as well as those
affecting not for profit and government entities. Lundelius,
who has conducted numerous investigations of financial

reporting fraud, follows each example of a case of fraud

with an analysis of the signals that would alert an auditor
or investigator to the fraud. In the appendixes, Lundelius

includes SEC proposed rules and staff accounting
bulletins that "while targeted at public companies, will
likely become standards for private companies also."

His book is priced at $49 for AICPA members; $61.25 for

nonmembers. To obtain a copy, visit www.CPA2Biz.com or
call 888-777-7077. Ask for product number 029879.
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Communicating
Change Initiatives
CPA firms continually are adapting
their organizations to meet clients’
needs as well as the demands of many
forces in their environment. Currently,
the Sarbanes-Oxley Act of2002proba
bly tops the list of outsideforces
prompting firms to initiate changes.
The success of such initiatives hinges
on effective communication.

What to communicate

Typically, leadership needs to communicate what the
new vision is, and how it was determined in the first
place. The latter is important to show others that it was
not something you just dreamed up on a cocktail napkin
after a couple of martinis, but that it resulted from a
robust, disciplined process. Be sure to cite the input
from members of the organization to help them feel
included and understand that the plan belongs to them
and that they own it. This is true for both for-profit and
not-for-profit organizations.
In addition to the basic message, such as your new
core purpose and core values and the actual vision,
consider preparing answers to the following questions,
adapted from Darryl Conner’s Managing at the Speed
of Change:

• What’s wrong with the way we’ve been doing things?
• Why were we doing them wrong before?
PA firms are, of course, concerned about the
• What will happen to me?
By Dominic A. Cingoranelli,
• When?
impact of the Sarbanes-Oxley Act of 2002 and
CPA, CMA
• What can I do about it?
other new state and federal laws and
• What is expected of me?
regulations on their ability to provide various
• What does it mean in my day-to-day job?
services to clients. For some firms, the implementation
• What will management or leadership do about it?
of these laws imposes additional duties, perhaps even
• If I encounter problems, what do I do, to whom
restricting their ability to provide certain services. On the
do I turn?
other hand, these laws have also created opportunities for
firms to provide new services to clients.
How to communicate
Have the plans you made in response to these
There are a variety of ways to communicate the initiative.
changes—or any other change initiatives—generated the
Consider some of the following methods that my clients
results you hoped for? If not, maybe it’s time to renew
have used successfully. With some creativity, leaders can
your communication efforts. Communicating strategic
adapt and expand this list.
plans and related organizational change initiatives is one
• Distribute an initial handout (memo, flyer, brochure)
of the most important pieces of the change process.
explaining the initiative and the process involved.
Good communication creates a solid probability of bringing
• Hand out laminated cards with the initiative, core
the changes to fruition. Lackluster communication, in con
philosophy, or vision on them.
trast, will almost certainly bring failure. Based on my
• Display laminated or framed statements strategically
experience over the years, I believe that many change ini
around the organization.
tiatives collapse because of inadequate communication.
• Run a series of articles in the organization’s newsletter.
The rule of seven
• Create paycheck stuffers that explain the overall vision
or initiative and each separate element of it (one topic
Studies have shown that leaders must repeat the message
per stuffer).
of the change at least seven times before most people
• Hang banners with the initiative on them near the
will even begin to understand it. This is a challenge for
podium at every meeting.
leaders. How many ways can you communicate the
• Conduct employee or member meetings to explain the
message? The answer is, the more the better. These mes
initiative.
sage repetitions could take a while—months perhaps—
• Top leadership should mention the initiative at every
but this part of the process is absolutely essential.
gathering—even picnics and parties.
Repetition is not only OK, it is a must.
• Put the initiative on the agenda at every meeting and
A state trade association, for example, continually
mention something about it.
publishes its core philosophy and vision in its newsletter
• Arrange to have presenters cascade the initiative down
and other publications. It is on its way to realizing the
through various levels of the organization (this requires
vision. Another organization did some excellent work in
some presentation aids and talking points for the pre
mapping out its future, yet their member newsletter
senters to ensure a consistent message).
failed to mention it, even once. Which organization do
• Make a big deal out of accomplishments—both large
you think is getting the results that leadership intended?

C
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and small wins—that
show the organization is
making progress.
PCPS, an alliance of the AICPA,
• Establish an open-door
represents more than 6,000
policy at the highest level
local and regional CPA firms.
of the organization to get
The goal of PCPS is to provide
feedback—questions,
member firms with up-to-date
comments, instances of
information, advocacy, and
misalignment, etc.
solutions to challenges facing
•Walk the talk—people
their firms and the profession.
believe what they see
Please call 1-800-CPA-FIRM
more than what they hear
formore information.
and read.
The effort to use these
methods of communicating the initiative creates what
one of my clients referred to as the “bump into” factor.
Put out the word so that people cannot help but bump
into the message no matter what they do or where
they are.

FYI

Make it tangible

The job of leaders is to manage change
through a process of over-communica
tion. This requires leaders to take a
vision, for example, down from the
lofty ideals it represents and convert it
to actual examples of the behaviors
and decisions that support it. For each
element of your vision, develop examples that others can
embrace and apply in their positions. Consider giving
examples of events that support the initiative, as well as
examples that do not, so that people can understand
the difference.
Consider, for example, that the values or vision to be
communicated calls for exemplary, world-class customer
service. What does that look like to the people responsible
for implementing it? If that is the case, you could
take a tip or two from the department store Nordstrom’s.
Examples—as well as some myths—abound that tell
how sales people demonstrate the legendary “Nordstrom
way” of superior customer service.

Use "teachable moments"

Catch people doing the right thing under the new initia
tive and point it out, making a positive example of it.
On the other hand, watch for noncompliance, and take
the offender aside to explain how the behavior or
decision is not aligned with the new way of doing things
and how it affects overall performance. Praise in public
but criticize in private.
The objective

Leadership’s objective in all of this should be to have all
members of the organization personalize the initiative.
They should be able to explain in their own words what
the initiative means to them in how they conduct
themselves on the job. It’s that simple. Consider the
maintenance man at Cape Canaveral, who, when asked
what his job was, replied, “To put a man on the moon.”
But it goes further than that. What does this person
need to do and how should he or she do it in order to
put the man on the moon? Unless
your people can specifically explain
what they will be doing in their dayto-day work activities to support the
initiative, you haven’t communicated
it adequately.

" ithout relentless
W
communication,
change may never
occur"

The bottom line

Change is never easy. Some would
say that communicating change is not easy, either. But
without relentless communication—to the point that the
communicator is almost bored with having to repeat it,
change may never occur. That’s what leadership is about.
Create a clear and compelling message that you commu
nicate with clarity in ways that are understandable to the
people in your organization.
Dominic A. Cingoranelli, CPA, CMC is a management
consultant specializing in business strategy, growth
and performance issues. He can be contacted at
dom4@mindspring.com or 1-877-544-1047.

Tout your successes

People all have their own daily challenges and responsi
bilities to address. It is up to leadership to remind
everyone of the successes achieved under the new
initiative. This can create momentum for further changes
and successes. It helps keep the initiative out in front of
everyone. It helps win over those parties sitting on the
fence, waiting to see if the new order is really going to
make it.
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Letters to the Editor
The Practicing CPA encourages readers to write
letters on practice management and on published

articles. Please remember to include your name
and telephone and fax numbers. Send your letters

by e-mail to pcpa@aicpa.org.

Auditing Fair
Value Measures

an auditor should understand is the standard of value.
The standard of value in financial reporting is one of fair
value, which is defined in FASB Statement No. 141 as
“the amount at which the asset (or liability) could be
bought (or incurred) or sold (or settled) in a current
transaction between willing parties, that is, other than in
What auditors need to know when
a forced or liquidation sale.” The standard of value
controls
the appropriateness of assumptions and method
working with valuation specialists
ologies in estimating value.
By Mark L. Zyla,
Fair value in financial reporting is
CPA/ABV, CFA, ASA
inancial Accounting Standards Board (FASB)
often confused with other more
pronouncements that address financial report
established standards of value. Fair value is not invest
ing of business combinations (FASB Statement
ment value, which is the value to a particular buyer, nor
of Accounting Standards No. 141, Business
is it fair market value, which describes the value when
Combinations,} and the recognition of the continued
there is a hypothetical buyer and seller and is also the
validity of reported goodwill (FASB Statement No. 142,
standard of value for tax reporting requirements.
Goodwill and Other Intangible Assets) require assets to
Although the concept of the fair value standard is still
be recognized at their respective fair values.
evolving in authoritative accounting literature, several
Measuring assets after a business combination to state
characteristics have been established. Fair value is:
their fair values on the balance sheet is a complex
• Generally established on an asset-by-asset and a
process. Consequently, the acquiring entity often
situation-by-situation basis.
retains valuation specialists to assist management
• Always a control value.
with the estimate of the fair value of each asset,
• Not associated with individual assets that include
particularly intangible assets, for the allocation of
buyer’s synergies. Synergies are part of goodwill.
purchase price. As part of the requirement of obtain
• Inclusive of tax amortization benefits.
ing sufficient competent audit evidence to provide rea
• Net of cost to sell.
sonable assurance that the stated fair values conform to
• Only considers market participants in the assumptions.
generally accepted accounting principles (GAAP), the
• Standard of fair value
acquiring company’s auditor has to gain competency in
evaluating the qualifications of the valuation specialists
Market participants
and their work product. As such, auditors must under
A second concept that an auditor should understand is
stand the concept of fair value and how it is measured.
that under the standard of fair value for financial
To provide guidance for auditing fair value measure
reporting, the FASB emphasizes that the assumptions
ment and disclosures, the Auditing Standards Board
used in the valuation should include market participants.
(ASB) recently issued Statement on Auditing Standards
Although still evolving in general, the market participants
(SAS) 101, Auditing Fair Value Measurements and
concept requires the valuation specialist to use
Disclosures (AICPA, Professional Standards, vol. 1, AU
assumptions that encompass all potential buyers with the
sec. 328), which is effective for auditing financial
following characteristics, namely, those who:
statements on or after June 15, 2003.
• Actively manage businesses.
SAS No. 101 provides guidance to auditors on how
• May or may not be engaged in negotiations with seller.
the management of an entity determines fair value and
• Are not buyers without current operating and market
whether it conforms to GAAP. The statement provides
data available such as financial buyers or passive
broad guidance for auditing fair value measurements,
investors.
one of which is using the work of a valuation specialist.
The market participants concept is important because
As such, auditors should become familiar with certain fair
the assumptions used by valuation specialists in their
value concepts that a valuation specialist may use.
approaches to estimating value, particularly in projected
Estimating fair value may seem complex. However,
financial information, should only include those that a
market participant could realize. (For further discussion,
just four basic concepts are involved in a valuation
see AICPA Practice Aid, Assets Acquired in a Business
related to fair value for financial reporting:
Combination to Be Used in Research and Development
• The standard of value
Activities:A Focus on Software, Electronic Devices, and
• Market participants
Pharmaceutical Industries, page 4.)
• The three basic approaches to value
• Working with a valuation specialist

F

Approaches to value

The standard of value: Fair value

The first concept in auditing fair value measurements that

A third concept that auditors should understand about valu
ation in general is the three basic approaches to value.
October 2003
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Although many different valuation methods may be used
to determine fair value, all methods fall under one of the
three basic approaches to value, namely, the cost,
market, and income approaches.
The concept underlying the cost approach is that the
fair value of an asset or even an entire business is esti
mated by the current replacement cost of the asset or the
entire business. The replacement cost of the asset is what
it would cost currently to replace the asset or an entire
business with an asset or group of assets of comparable
utility. The cost approach is often used to estimate the
value of specific assets, such as a building or machinery
and equipment, or certain intangible assets such as
customer relationships. Because of its nature, however,
the cost approach is difficult to apply in estimating the fair
value of an entire operating business.
The market approach estimates fair value by compar
ing a financial measurement or other metric of the
subject company to a multiple of similar financial
measurement or metric of a similar guideline company
whose shares are transacted in the market place. For
example, a commonly used financial measurement is a
multiple of price to earnings or the P/E ratio. The market
approach is easily understood in that it estimates value
through transactions of similar assets or business interests
in the market. The difficulty in applying the market
approach, particularly in estimating the value of intangible
assets, is in identifying guideline assets or business inter
ests similar enough to support a valid comparison.
The income approach estimates value through the
expectation of future cash flows that the asset or
business interest will generate, discounted to the present
at a risk-adjusted rate of return commensurate with the
risk of actually receiving the cash flows.
One method commonly used under the income
approach is the discounted cash flow analysis. The
discounted cash flow method can also be used to
estimate the fair value of a specific intangible asset by esti
mating cash flows that can be generated by the entire
business and deducting fair returns on all of the other
assets that contribute to the generation of the cash flow.
This method is sometimes also referred to as the
multiperiod excess earnings method. The residual cash
flow after deducting returns on all of the other assets is
what is generated by the specific intangible asset. The
present value of the residual cash flow is discounted at a
rate reflective of the risk of the intangible asset in order to
estimate the fair value of the specific intangible asset.
These three approaches, in theory, should all point to
similar indications of fair value. In reality, however, only
one or two approaches may be appropriate given the type
of intangible asset or business interest.
In spite of the theory that all approaches should
provide a similar indication of value, the FASB has
expressed a preference for the use of observable market
prices under the market approach as a primary indication
6 The Practicing CPA
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of fair value wherever sufficient information is available.
Consequently, the valuation specialist should focus on the
market approach as a primary method where appropriate,
supported by the cost and income approaches. In any
event, valuation specialists should use assumptions in their
analyses that reflect overall market participants in each of
the methods under the three approaches of estimating fair
value. (For further discussion of approaches to value, see
the AICPA’s Auditing Fair Value Measurements and
Disclosures, A Toolkitfor Auditors, Appendix I, “Valuation
Approaches to Estimating Fair Value.”)
Working with a valuation specialist

The changes brought by these new standards have
affected the relationships between company’s manage
ment, the company’s auditors, and outside valuation
specialists. Even with an outside valuation specialist,
management is still responsible for the fair value
measurements in its financial statements. These responsi
bilities even extend to the data used in the valuation, the
assumptions used by the specialist, and the valuation
methods used to determine fair value.
Previously, auditors relied on the work product of the
valuation specialist based upon the specialist’s qualifica
tions and experience. While these are obviously still
important, auditors and valuation specialists are now
held to a higher standard to test the reasonableness of
management’s assumptions behind the valuation. One
such test is to perform sensitivity analysis on manage
ment’s assumptions that underly the valuation.
Additionally, auditors should understand the methods
and assumptions used by valuation specialists and not
just rely upon their conclusions.
Auditing fair value measurements requires a new
level of cooperation between auditors, management, and
valuation specialists. Although a valuation specialist is
retained by management, the auditor should be
comfortable with the valuation specialist selected before
the engagement begins. The auditor should carefully
review the specialist’s resume and statement of qualifica
tions. The valuation specialist should have experience
not just with valuation issues in general, but also with
valuations specifically related to financial reporting. The
auditor should make sure the valuation specialist fully
understands the concept of fair value under GAAP and
has experience with these types of engagements. The
valuation specialist should provide comfort to the auditor
about the methods and assumptions during the course of
the engagement rather than at the end of it.

Mark L Zyla, CPA/ABV, CFA, ASA is a Managing Director
ofAcuitas, Inc., Atlanta. He is a coauthor of Valuation
for Financial Reporting: Intangible Assets, Goodwill and
Impairment Analysis, SFAS 141 and 142 (New York:
John Wiley & Sons, 2002.) He can be reached at
mzyla@acuitasinc.com or 1-404-898-1137.
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Lessons Learned from the
Columbia Disaster
“Organizational Lessons from
n uncovering the causes of
the Columbia Disaster,” ethicist
recent corporate scandals,
Rushworth M. Kidder cites the
investigators not only attempt
following report statement in a “key
to dig up the methods of
paragraph.”
wrongdoing, but also identify the
NASA's organizational culture
wrong-doers, usually highly visible
and structure has as much to do
corporate executives. Whenever
with this accident as the external
possible, the media dramatizes the
tank foam.
finger-pointing with clips or photos
The
Investigation
Board,
of the alleged wrong-doers taking
however, does not let individuals
their “perp walk.” So it’s surprising,
off the hook, saying that they
perhaps, that, in its report of the
indeed need to be held “responsi
investigation of the Columbia
ble and accountable. . . . [But]
breakup, NASA focused not only
NASA’s problems cannot be solved
on individual actions, but also on
simply by retirements, resignations,
NASA’s corporate culture.
or transferring personnel.”
In an essay on the NASA report
In his essay, Kidder goes on to
discuss the lessons to be learned
for Business Ethics Newsline,

I

from distinguishing between an
organization’s people and culture.
To read the complete essay, go to
http://www.globalethics.org/newsline/

members/pastissue2.tmpl?issueid=9/2
/2003#09020317494555.

A FREE Interactive Webcast
from the AICPA: "Arresting
Financial Fraud: The Inside
Story from the FBI"
November 6, 2003:
1:00pm - 3:00pm
Eastern Time
Sign-up today via the
AICPA’s webcast calendar at
http://www.cpa2biz.com/
webcasts.
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